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EDITORIAL DEPARTMENT NOTE 


Current tax rates, wage and salary stabilization, and the growing 
emphasis on various aspects of social security have made the problem 
of employee compensation most complicated. While this is not pri- 
marily an accounting problem, it has accounting and particularly cost 
accounting aspects and represents an area in which the industrial 
accountant as an advisor to other branches of management has an 
important advisory role to play. The first article in this issue of the 
Bulletin deals with employee efit.plans with emphasis on tax and 
wage and salary stabilization aspects, while the second describes the 
essential features of an over-all profit-sharing plan with incentive as- 
pects. Together these two articles provide the basic philosophy and 
considerations underlying the increased use of profit-sharing pension 
and similar employee benefit plans. 

The author of our first article is Gustave Simons, Partner of the 
New York law firm of Simons and Greeley. Mr. Simons is an au- 
thority on taxes and employees’ plans. He is the author of several 
articles and has addressed many organizations on taxes, particularly 
excess profits tax relief, and employee benefit plans. 

Our second article is by Keith W. Dunn, Partner in the public 
accounting firm of McGladrey, Hansen, Dunn & Co. of Cedar Rapids, 
Iowa. A graduate of the State University of Iowa in 1929, he is a 
C. P. A. of Iowa and Illinois. Prior to joining his present firm in 
1931, he was engaged in public accounting in Chicago. 





Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the view ex- 
pressed, but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 
comed and will be published in the Forum Section of the Bulletin. 
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LATEST DEVELOPMENTS IN EMPLOYEE 
BENEFIT PLANS 


By Gustave Simons, Partner, 
Simons and Greeley, New York, N. Y. 


hm two most serious problems facing management today are 

taxation and labor relations. An employee benefit plan, if 
properly set up, offers one of the most effective solutions to both 
of these problems. 

Recently, a concern offered a brilliant junior executive of a 
major distilling company an excellent opportunity to change his 
position and come with it. His reply was that, because of the 
employee benefit plan in effect at the distilling company, he would 
have to get an increase in pay with the other organization of at 
least 50 per cent in order to break even with the benefits being 
obtained with his then employer. The reason for this is that con- 
tributions into a qualified plan are exempt from the restrictions 
of salary stabilization and are not taxable currently to the em- 
ployee. On the other hand, they are deductible by the employer. 

Thus, with a 95 per cent excess profits tax, many a corporation 
can do the equivalent of giving its employees a 50 per cent raise 
at a net cost of 2% per cent of payroll, that is, with a leverage of 
20 to I. 

For example, if John Doe is 40 years of age and is earning 
$50,000 a year, his employer may desire to advance his compensa- 
tion 20 per cent, or $10,000. The employer realizes that the net 
cost of the advance to the corporation at present is very small, 
and that cost to the stockholders, after high income taxes on divi- 
dends, would be even less. On the other hand, salary stabilization 
would probably prohibit the increase, but if the payment is made 
into a qualified plan as exempt from stabilization, there will be no 
tax. If the employer were permitted to and did pay the extra 
$10,000 in cash, the net increase in the employee’s income after 
taxes would be only about $1,750. With this, the employee could 
purchase on an annual premium basis a life annuity at age 65 of 
approximately $400 a month. If the same amount were paid inte 
a qualified pension plan, because of exemption from current taxa- 
tion, a retirement annuity of approximately $1,150 per month 
could be obtained, or almost three times as much at no greater 
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cost to the corporation. While that annuity will be subject to 
taxation when received, the tax rate should be very considerably 
lower, because reduction from current high war tax rates is ex- 
pected and because the income will be received in the lower brackets. 
The combined New York and Federal income and victory tax 
rate at the $60,000 level is approximately 65 per cent, whereas 
at the $13,000 level, it is a little more than half of that. 


Essentials of a Valid Plan 


The tax benefits of a plan, as outlined, are so substantial that 
it is only natural that the Treasury should surround the plan with 
a large number of highly technical restrictions and limitations. 
Only a specialized expert in the field can wade through the enor- 
mously complicated provisions of the law and the regulations. 
With proper guidance, any reasonable program can usually be set 
up in accordance with the requirements of law. Without attempt- 
ing to cover the whole field, it may be said that the basic principle 
of the Treasury is to require that the plan be for the exclusive 
benefit of employees, and not discriminatory in favor of employees 
who are officers, shareholders, supervisory employees, or highly 
paid employees. Highly paid employees usually are the 25 most 
highly compensated employees. 

To accomplish this purpose, the Treasury tests a plan as to— 

1. Its formula of participation of employees, ; 

2. Its formula of benefits, and 

3. The mechanical provisions of the plan and trust agreement. 


Formula of Participation 


Not all employees need be included in the plan. Starting with 
all employees, certain groups may be excluded as follows: 


1. Those having been employed for less than 5 years (or 4_ 
years or 3 years or 2 years or I year) and/or 
. Wage earners, i.e., those not paid by the week, month, or 
year, and/or 
. Those receiving $250 or less a month (the point of distine- 
tion may be a figure less than $250). 


The theory of the last classification is that Social Security gives 
benefits only up to $250 a month, and the pension plan may be 
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designed merely to supplement these benefits for compensation 
over that level. 

Generally, the broader the inclusion the more can be done for 
each of the individuals included in the plan. For example, gener- 
ally no more than 30 per cent of the contribution is permitted for 
employees who themselves, or through their families, own more 
than 10 per cent of the voting stock of the corporation. The larger 
the number of employees included in the plan, the greater the total 
contribution and, therefore, the greater the permissible 30 per cent 
with consequently greater benefits for such stockholder employee. 

Other reasonable formulae of exclusion are permitted, such as 
a minimum or maximum age, or departmental classification. These 
are reviewed in the light of reasonableness. 


Formula of Benefits 

If the plan is one merely carrying on from above the Social 
Security level, the benefits are limited to such amounts as will 
more or less duplicate Social Security percertages for the larger 
amounts. Generally, these range from 25 per cent to 35 per cent. 

In profit-sharing plans, which will be discussed later, there is a 
limitation of 15 per cent of compensation, and in pension plans 
generally, it is well to keep the contribution within a range of no 
more than 20 per cent of compensation. In combined pension and 
profit-sharing plans, discussed hereafter, the limit is 25 per cent. 

The formulae laid down by the regulations are extremely com- 
plicated, but generally any reasonable amount of benefit can be 
produced within the limits of the law as long as the motive of the 
employer is not to discriminate against lower paid employees. 


The Agreement 

Most employee benefit plans are predicated upon a trust agree- 
ment, or an insurance or annuity contract, or combinations of all of 
them. The Treasury rigorously examines these to see that discretion 
and flexibility in the operation of the plan are not permitted to 
an extent which would render abuses possible. The limitations on 
this discretion are too many to be even summarized in an article of 
this nature, but again it may be said that no reasonable employer 
receiving expert guidance has anything to fear in this direction. 
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Termination of Employment 

Frequently, the employer wishes to avoid the granting of benefits 
to employees whose term of service is ended. The Treasury has 
held that an employee whose service is ended without his fault, 
after he has participated for a considerable number of years under 
a plan, cannot be fully deprived of the contributions. Differentia- 
tion between termination of employment with or without the fault 
of the employee, and voluntary resignation, is recognized. 

One formula of vesting which has been approved is one per cent 
per year for each year of employment prior to the entry into the 
plan, plus four per cent a year for each of the first five years after 
the entry into the plan; then five per cent for another five years; 
then six per cent until fully vested. If an employee quits, even 
if his rights are wholly or partially vested, it is not necessary for 
him to receive his benefits at once. They may be deferred until 
retirement. 


Retirement Ages 

Retirement is usually at age 65. In the case of employees over 
55 when they first become eligible, it is usually 10 years after date 
of eligibility. In profit-sharing plans, distribution may begin at 
an earlier date, but usually no less than 10 years after entry into 
the plan. 


Practical Planning 

Employee benefit plans are being set up by insurance men, bank 
employees, accountants, attorneys, actuaries, and others. Usually, 
any one such individual has a private axe to grind. For example, 
the insurance man prefers the type of plan which is financed 
through insurance, and the bank official one which is financed 
through funds left with a trust company. 

There has developed, however, a recognition that to do an ade- 
quate job, an organization of consultants is necessary, which cam 
combine the services of a financial consultant, actuary, insurance 
and bank adviser, tax attorney, and labor relations consultants, 
working together as a team upon the respective aspects of the 
problem. 
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In the larger cases, the procedure might well be as follows: 

I. The earnings history of the employer is reviewed by an 
economist and tax expert. Since the Government applies its excess 
profits tax only to earnings in excess of “normal earnings,” well- 
developed concepts of what constitutes true normal earnings have 
developed, particularly with reference to Section 722 of the In- 
ternal Revenue Code. When these principles are applied to the 
earnings history of a given company, there can be established 
within reasonable limits what the company can expect to earn 
under the impact of various aspects of the business cycle. For 
example, in the distilling industry, current income may be adjusted 
to give effect to the war economy, to give effect to the fact that 
repeal of prohibition had an important influence on earnings prior 
to the war, and to innumerable other factors appearing in the 
history of the company. 

Since a pension plan implies more or less guaranteed pensions 
with more or less regular contributions by the employer, it is 
important that the amount of contributions in a pension plan is 
limited in accordance with an estimate of normal earnings. It 
will then be possible, in years where earnings exceed normal, to 
make addditional and supplementary contributions into a profit- 
sharing plan, wherein no pension in a given amount is established, 
but the only benefits are those which are developed through con- 
tributions made in proportion to profits earned in accordance with 
some formula developed and included in the plan. 


Il. After there has been established the appropriate amount 
which an employer can expect to spend, the labor relations con- 
sultant should step in and determine what type of benefits should 
be granted and what employees should be included. In a company 
with a large number of female employees, insurance, while an 
important factor, generally is less vital than where the prepon- 
derant employment is male. Pensions become increasingly im- 
portant with advanced years. High labor turnover may~make 
an insurance plan inappropriate for those earning no more than 
$3,000 annually, whereas heavy estate tax problems for top execu- 
tives may make it very important for them. 

More often than not, management is the last place to look for 
real understanding of what personnel desires. Casual inquiry, or 
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simple printed questionnaires, will not solve the problem. Fre 
quently, extended interviews based on scientific lines, i.e., depth 
interviewing, will develop important information as to the relative 
importance to different strata of personnel of death, retirement, 
disability, and unemployment benefits. 


III. After it has been determined how much can be spent and 
what benefits are desired, the budgeting of the proper amount, 
in order to obtain the necessary benefits in the soundest fashion, 
should be taken over by the insurance specialist and the actuary, 
The insurance man’s advice is really based upon the information 
developed by the actuaries employed by the insurance company. 
Where no insurance is to be involved, an independent actuary is 
employed. 

Frequently, part of the plan should be covered by insurance 
and part of it should be developed without the guarantee of an 
insurance company. This will cali for the advice of both the insur- 
ance man and the independent actuary. A review by both types 
frequently is necessary where large amounts are involved. 

It is contended by advocates of the insurance plan that the insur- 
ance company can absorb the risk of premature mortality of active 
employees or of extended longevity of pensioned employees, and 
give to them guarantees which greatly increase the benefits of the 
plan. Advocates of the non-insured plan contend that in many 
cases, the cost of these guarantees outweighs the advantage. The 
point at which the line is drawn depends on the facts of the 
particular case. 

IV. The funds which are to be held for the future benefit of 
employees are either paid directly to an insurance company, or t 
a trustee who administers these funds through various investments 
or in turn acquires company policies. Usually, the trustee, pat 
ticularly in larger cases, is a corporate fiduciary. At this point, the 
advice and assistance of an experienced trust officer is invaluable. 

V. Of course, the tax and legal qualification of the plan # 
essential and requires, as a rule, the services of an attorney sp 
cializing in the field. Other tax aspects which affect a plan afe 
questions of the carry-back under Sections 122 and 710 of the 
Internal Revenue Code, normal earnings calculation under Section 
722, and unreasonable accumulation of surplus under Section 102 
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The Problem of Decreasing Earnings 


Many a company which stands ready to embark upon a generous, 
even extravagant, program at the present time of high earnings 
and high taxes fears a postwar decrease in earnings. Too often 
this fear of what may happen in the future is permitted to prevent 
taking advantage of the opportunities of the present. 

Obviously, the best plan is one which will permit maximum con- 
tributions and benefits consistent with the law and the general 
policy of the employer at the present time and in future years of 
high earnings, while permitting minimum contributions in years of 
poor business, and at the same time giving to employees a maxi- 
mum degree of security and guarantee consistent with maximum 
flexibility. 

The ability to furnish maximum security with maximum flexi- 
bility constitutes the finest art in pension planning. For example, 
let us take the case of a distilling company whose earnings strug- 
gled upward in the years after repeal and then accelerated rapidly 
in the war years. With such a company, the first task will be, as 
stated before, to establish normal earnings. Having done this, we 
must choose between a pension and a profit-sharing plan. The dis- 
tinction between these two plans may best be illustrated as follows: 


Assume that “A” and “B” are respectively 30 and 55 years of 
age, and that each makes $10,000 a year. To permit each to retire 
at age 65 with a 25 per cent pension of $2,500 annually will require 
a fund of approximately 14 times the amount of the annual pen- 
’ sion, or $35,000. From this, it follows that (disregarding the 
interest factor) the employer need set aside for “A,” who will 
not retire for 35 years, only $1,000 a year, whereas for “B” there 
must be set aside $3,500 a year. Were such a plan to be continued 
for only three years and then dropped, “B” would have received 
much greater benefits than “A,” although they would be on a 
basis of equality had the plan been carried on to retirement age. 
It is for this reason that the Treasury frequently frowns on con- 
tributions of more than 20 per cent of compensation, as in the 
case of “B,” because it will permit discrimination in too early a 
discontinuance of the plan. 

It will be seen that this type of plan at its inception involves 
greater benefits for older men. A profit-sharing plan is different. 
Under this, the employee expects no fixed amount at retirement. 
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The employer plans to contribute annually no specified sum. On 194 
if the contrary, it agrees to deposit a percentage of its profits, allo- is n 
7 cated according to compensation of the participating employees, the 
ti Such allocation is limited to 15 per cent of the compensation of | que: 

the employees. Thus, in a profit-sharing plan, “A” would have tax 
deposited for his benefit $1,500 every year when profits were of a F 
sufficient amount, and “B” would have a like amount. The actu of $ 
arial factor of “B”’s increased age would be disregarded. Such and 
a plan is obviously of more advantage to the younger man. will 
While a company may discontinue its pension contributions at if th 
will, it may hesitate to do so because of the moral or psychological and 
implication involved. On the other hand, a profit-sharing plan is tion 
one where the highest degree of fluidity is available. This is an corp 
obvious advantage in favor of the latter type of plan, but the the | 
disadvantage of the profit-sharing plan is that contributions are W 
limited to 15 per cent, thus resulting in a waste of larger amounts cal 
permissible under a pension plan, which otherwise are dissipated oppc 
in heavy taxes. Therefore, the employee does not have a proper TI 
sense of security since he has no idea of what his benefits will year 
be at retirement. Such a plan is also unfair to older men. plan 
Except in the case of small or more moderate-sized companies, Variz 
it is impossible to cast the weight completely on either side of the prec! 
argument, and, therefore, a combination of both types of plans impc 
may be favorable with the pension plans being granted first call on % 
corporate normal earnings and a profit-sharing plan superimposed Dist 
thereon, conditioned on high profits. Or 
Effect of Carry-Back veh 
One of the most important elements in pension and profit- out | 
sharing planning is the effect of the carry-back and the carry-over servic 
under Sections 710 and 122 of the Internal Revenue Code. The futur 
application of these sections will give a corporation with excess § ‘ Will ; 
profits in 1944, but with a prospect of reduced earnings in 1945 in ca: 
and 1946, the privilege, from a tax point of view, of paying im past : 
three years’ contributions this year and getting full current high credit 
tax rate deductions. Servic 
While the effect of these sections is most technical and should 800d 
be reviewed with the tax consultant, in rough outline what happens By 
a swil 


is that the contributions are paid respectively in 1944, 1945, amd 
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_ On 1946, but if earnings are reduced in 1945 and 1946 so that there 
, allo- is no excess profits tax or normal tax reduction effectuated through 
oyees, the contribution, then the contribution may, in practical conse- 
on of - quence, be carried back to 1944 and an adjustment of the 1944 
have tax liability made. 
e ofa For example, if a corporation has an excess profits tax credit 
actu- of $400,000 and this year earns one million dollars prior to taxes 
Such and pension trust contribution, and then contributes $50,000, it 
will get an excess profits tax and normal tax deduction this year 
ons at if the plan is qualified. If in 1945 and 1946 earnings before taxes 
ogical and pension contributions are zero but the pension trust contribu- 
lan is tion is nevertheless made out of accumulated surplus, then the 
is an corporation will be able to adjust its 1944 income and recover back 
it the the amount of taxes paid.on $100,000 of its income in 1944. 
1s are While this very simplified example is subject to certain techni- 
ounts cal refinements, in actual practice it will suffice to present the 
ipated opportunity and should be considered in all planning. 
yroper The corporation with an absolutely steady income, year in and 
s will year out, does not need tax free reserves in the form of pension 
plans or profit-sharing plans as much as the corporation with 
anies, variable income. The prospect of diminishing earnings should not 
of the preclude the adoption of a plan, because actually it increases the 
plans importance of adopting such a plan. 


One of the major difficulties in pension plans, when earnings 
are variable, is the fact that the plan is adopted at a late date when 
many employees have put in many years of faithful service with- 


a | Distinction Between Normal and Past Service Costs 









profit- out having had a fund developed for their benefit. This past 
y-over service liability should be treated in certain cases differently from 
The future costs. Such treatment will lend flexibility to a plan and 
excess ‘ will provide for the older employees who would receive nothing 
1 1045 in case of the complete abandonment of the plan because of heavy 
ing in past service liability. In many plans, while the amount of pension 
t high credit reflects years of past service, payments for past and future 
Service are treated uniformly. While this may be appropriate in a 

should good many cases, in other instances it renders planning impossible. 
pens By appropriate distinction between these costs in a recent plan, 
s, and a swing in contribution from $1,900,000 annually down to $700,000 
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annually was made possible. This was not a profit-sharing plan. 
It was a pension plan but yet it achieved much of the flexibility 
of a profit-sharing plan. 

The possibilities of different treatments of past and future 
service obligation should be carefully considered. Much confusion 
has been caused by the treatment of contributions for future 
service benefits as normal cost. Future service benefits mean the 
pension benefits which are to be earned in the future. Normal 
cost means current expense not only for future service benefits but 
for prior service benefits, in the amount that would have been 
necessary had the plan been put into effect at the inception of 
employment. If a plan is built around this latter concept, flexibility 
will be possible. 

Situations in which plans have been abandoned because of lack 
of flexibility should be reviewed with an eye to those possibilities. 


Combination Insurance Plans 


We have already discussed the occasional advantages of com- 
bining self-administered trusts with insured pension plans. These 
advantages contribute to flexibility. Frequently, advantage can be 
gained also by the use of two different types of insurance contracts. 

An ordinary life insurance contract costs less than one with 
annuity feature; yet annuity features are essential in a pension 
plan. In some cases, notably those of one of our larger distilling 
companies and of a large drug supply house, policies of ordinary 
life insurance are acquired, and trusteed funds are set aside to 
cover the cost of converting the cheaper type of policy into the 
more expensive annuity policy at the time of retirement. These 
supplementary funds bring into play increased elements of flexi- 
bility in that in the case of death, or termination of employment, 
or necessary reductions in contributions, or abandonment of the 
plan, values otherwise not available in the single type plan are 
mreserved. This makes possible a higher degree of flexibility. 
This type of plan is by no means appropriate for every situation, 
but it is one which should be reviewed in a complete picture. In 
some cases the wholly insured or trusteed plan is more appropriate. 

In the case mentioned in an earlier paragraph, the following 
flexibility was made possible: Contributions consisted of $400,000 
annually into a form of ordinary life insurance policies, $300,000 
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to a supplementary fund to convert these policies, $1,200,000 to 
cover past service liability over and above normal costs, and 
$350,000 into a profit-sharing plan when earnings exceed a stated 
amount. This produced the maximum amount of 25 per cent of 
participating payroll permitted in the combination plan. 

If future earnings are decreased, these are the steps that will 
be taken : 


1. Contributions will be continued for two years after termina- 
tion of excess earnings, taking advantage of the carry-back; 

2. Then the $350,000 profit-sharing contribution will terminate ; 

3. Then the $1,200,000 past service costs will be terminated or 
reduced (up to 10 per cent of past service liability may be 
contributed in any one year, but a lesser percentage is per- 
missible) ; and 

4. The supplementary self-administered fund to convert the 
policies, the annual contribution to which was $300,000, will 
then be dropped. 

5. This will leave $400,000 in the insurance programm which can 
be continued almost indefinitely because of loan values and 
available reserves. 


Thus, costs can vary from $2,250,000 down to zero, maximum 
security available with maximum flexibility will be obtained, and 
employees will not lose benefits available today because of the 
employer’s fears of the future. 

So many thousands of corporations are adopting plans that no 
corporation can expect in future years to obtain the services of 
young, aggressive, and intelligent personnel unless it has an em- 
ployee benefit plan competing on equal terms with those of other 
companies. The company which does not, take appropriate action 
at the present time will then be faced with the necessity of in- 
stalling a plan if it is to get the necessary personnel. But by waiting 
for that day the company will have lost the opportunity. to make 
substantial deposits in these reserves in current years of high 
taxes, and will also be faced with greater current liability because 
its then existing personnel will be closer.to retirement. Thus 
it will be faced with greater costs and with fewer tax advantages 
in a period of deflation. Instead, what should be done is to put 
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away the largest permissible amount in years of inflation and 
heavy taxation. 

This is not to say that taxation is the only element to be con- 
sidered. No plan should rest on any basis other than maximum 
employee benefit. This is enlightened selfishness. However, to 
ignore tax consequence and the business cycle in pension planning 
is sheer madness. 


AN OVER-ALL PROFIT-SHARING PLAN WITH 
INCENTIVE ASPECTS 


By Keith W. Dunn, Partner, 
McGladrey, Hansen, Dunn & Co., Cedar Rapids, Iowa 


it is my experience that a great many companies are more or 

less sporadically considering the installation of profit-sharing 
plans or incentive compensation for management, labor, or both. 
I say “sporadically” because more frequently than not these ideas, 
particularly in the case of smaller companies, seem to die before 
anything is actually done about them. I believe this is largely due 
to the large amount of work involved in settling upon a method 
for determining exactly the participation of the various groups of 
employees or executives affected and of coordinating these parts 
into a coherent whole. There is a great deal of published material 
available setting forth in detail methods of job evaluation, incen- 
tives of one sort or another, and the like, with arguments for and 
against the different policies relative to particular jobs or situa- 
tions, so that an executive who attempts to digest this information 
and to arrive at the best solution on each point, as well as perform- 
ing other regular functions, is very likely to become discouraged 
or to consume so much time in investigating the various detailed 
aspects that the plan never gets completed or adopted. 


Broad Over-All Policies and General Aspects of Plan Come First 


I have felt that the practical approach to this problem is to 
determine broad over-all policies and to fix the general aspects 
of the plan so that it would be workable immediately rather than 
to attempt to work out too many details. If this is properly done, 
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the refinements can be developed as time permits, or as the neces- 
sity therefor makes itself obvious, without disturbing the over- 
all plan. As a matter of fact, it is very possible that refinements 
will never cease developing so that the plan will be constantly 
changing. Obviously, if this be true, it is not sensible to attempt 
to work out the details first and to fit them together into a com- 
pleted plan. 

Naturally, no one plan will fit all cases. However, an attempt 
is made herein to outline a general method of approach and to 
illustrate the application to a particular case with the thought that 
while the percentages and other details may be entirely different 
in different cases, it should be possible to apply many of the 
same principles and to get the primary advantages out of a profit- 
sharing plan without spending a prohibitive amount of time work- 
ing out individual aspects and refinements before the plan is put 
into effect. 

One other aspect of the problem which I believe deserves atten- 
tion is that too many times management bonuses and employee 
bonuses are considered separately as individual problems to be 
determined on an arbitrary basis. I suggest that the equities of 
the situation are more readily apparent if the business is thought 
of as a partnership between labor, management, 7.nd capital, and 
the profit-sharing plan as representing the portion of the partner- 
ship agreement providing for the division of profits. 


Arriving at the Fundamentals of the Plan 


The particular plan outlined herein is a sort of composite pic- 
ture of the arrangements developed for several organizations with 
which I have been in contact. One of the fundamental facts which 
affected the type of plan adopted in these cases was that the 
general management included, as is so often the case in small 
and medium-size companies, individuals who were owners of the 
enterprise. Another is that while their circumstances were greatly 
different in certain particulars, all included one problem which 
is not found in all companies, namely that of having branches, 
subsidiary companies, or independent departments which were 
sufficiently close to the parent organization that it seemed desir- 
able to integrate the profit sharing of the entire organization. The 
particular features introduced on account of this fact could readily 
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be omitted if not applicable. In each case, the only starting 
premise was the desire to develop a combined profit-sharing and 
incentive plan based on a definite formula which would assure 
labor, clerical workers, junior executives, and management a pre- 
determined share in the profits of the venture so as to encourage 
the maximum effort to increase its profits. 


Any consideration of a profit-sharing plan should, of course, 
begin with a review of the basic compensation upon which it is 
to be superimposed. Frequently changes which have been needed 
in some aspect of this basic compensation can be accomplished at 
the time the profit-sharing plan is adopted. In the instant case 
it was decided at preliminary conferences with the management 
that the desirable essentials of the plan would include a base salary 
or wage at a scale which could be maintained without excessive 
burden in years which were not particularly profitable, together 
with a bonus based on profits which would supplement the base 
compensation, would provide an incentive for everyone in the 
organization to attempt to increase the profits, and would insure 
an equitable distribution if substantial profits were realized. The 
basic compensation features were then reviewed with this general 
idea in mind. 


Basic Compensation Considerations 


Without any attempt to submit an exhaustive treatise on methods 
of basic compensation, I want to present a few observations which 
came to light in considering the profit-sharing plans referred to, 
some of which may prove interesting and will furnish a back- 
ground for the profit-sharing arrangement. In studying this prob- 
lem of basic compensation, the management became convinced that 
regardless of how desirable it might be theoretically to fix the base 
pay low enough to, in effect, have the employees share in losses, 
it must be conceded that it is necessary under existing circum- 
stances to fix the basic compensation largely on the basis of the 
competitive situation. In other words, all types of employees 
should be paid at a rate comparable to what other industries are 
paying for similar work, and in order to keep the distribution 
of profits equitable, the profit-sharing distributions to employees 
would be out of the profits in excess of a predetermined rate on 
the capital invested. Having had some experience with plans 
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which are based upon a regular comperisation somewhat below 
the prevailing standard with a large portion of the employees’ 
earnings to be provided by a bonus arrangement, it is my impres- 
sion that the morale of the majority of employees is better if the 
basic compensation is fairly high so that the comparison of their 
regular salaries with that of employees in other companies is 
reasonably favorable. This is due presumably to a feeling that 
any bonus is somewhat less certain than regular compensation on 
a time basis, and this feeling increases as the individual employees’ 
control of the factors governing the bonus decreases. 


Overtime Allowances 


In connection with the management compensation, it was de- 
cided that at least junior executives should be paid for overtime 
when it is required, so that the familiar situation of the supervisor 
getting less than the men under him would not arise and so that 
in periods of manpower shortage the extra effort can be obtained 
willingly and without imposition on the employees. It is fre- 
quently felt that overtime in certain supervisory or junior execu- 
tive positions should be at straight time rather than at time and 
one-half, and this idea has been encouraged by certain wage 
stabilization rulings. One of the factors favoring such a conclu- 
sion is that many of these employees will have considerable self- 
determination in their work, and it may be considered best not to 
encourage the employee to burden himself with excessive detail 
in order to increase his actual rate of pay through his overtime 
compensation. Also, it is sometimes deemed advisable to require 
overtime to be authorized in advance. These matters would vary 
considerably with particular cases. 

In the case of labor, overtime allowances were determined by 
the custom in the industry. The fact that piece work or other 
incentive methods of compensation for labor are employed does 
not need to affect the over-all profit-sharing plan. 


Outline of General Profit-Sharing Features of Plan 

As previously stated, we have approached this problem from a 
point of view that every business represents, in effect, a partner- 
ship between labor, management, and capital. An obvious con- 
tradiction to this point of view is that we have excluded the first 
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two partners from the sharing of losses. On the other hand, this 
may be considered to be largely offset by the fact that the third 
partner has the right to terminate the basic compensation of the 
first two. 

It will doubtless be recalled that many writers on the subject 
criticize the tendency to base bonuses on profits. Although one 
must concede that the work of executives or employees may be 
fully as important, difficult, and skillfully performed in loss years 
as in highly profitable ones, yet it is much easier for the owners 
of an enterprise to cheerfully agree to pay out substantial bonuses 
in years when the profits are also substantial. Also, if the em- 
ployees or executives are with the company over a period of years, 
they will be rewarded in the good years for their efforts in less 
prosperous ones. 

It has been said that such types of bonuses have a tendency to 
make the more productive employees carry the less productive 
ones, but they also have the advantage of encouraging team work 
and furnishing an incentive for mutual assistance among em- 
ployees to aid in keeping other employees efficient or to cooperate 
with the management in weeding them out. 

It is probably true that an over-all profit-sharing plan such as 
that suggested herein provides a most effective incentive for man- 
agement and supervisors and probably a less effective one for the 
more routine workers. However, this type of plan can readily 
be coupled with any type of incentive such as piece work, com- 
pensation based on savings under budgeted costs, etc., and the 
proration to the various groups can be varied to fit the particular 
circumstances of any case. 


Profits for Distribution After Per Cent Return on Capital 


Carrying out the partnership idea, which has been previously 
referred to, the basic idea of the plan is that since the earnings of 
the business represent the combined products of labor, manage- 
ment, and capital, all three are entitled to a basic compensation 
and to a share in the excess profits over this basic compensation 
if any can be produced. Both labor and management, of course, 
receive their basic compensation from their regular wages and 
salaries. In order to put capital on the same basis, a certain rate 
of return on the combined capital and surplus of the company had 
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to be set which must be earned before any profits were available 
for disiribution to the “partners.” In this case, it was decided 
that capital was entitled to 6 per cent return on the amount of 
capital employed as a basic compensation on the theory that this 
was a rate of return sufficiently above the present interest rates 
on reasonably secure investments to compensate for the extra 
risk in this particular business. In many businesses this rate 
should be higher; in some possibly lower. Under this plau, all 
of the profits in excess of 6 per cent would then be available for 
division between labor, management, and capital. 


Considerable discussion was had as to whether the bonuses to 


‘management and to labor should be based on profits before or 


after corporation income and excess profits taxes. It was finally 
decided that the most logical basis was to divide the profits after 
income taxes so that the owners of the business, the executives, 
and the other employees would all be treated alike and that capital 
should not alone bear the corporation income taxes. It would 
be difficult, if not impossible, to set up a long-range plan for divid- 
ing profits which would give the owners equally fair treatment in 
years of high corporate tax rates and also in years of low rates if 
the division is based on earnings before taxes. This line of rea- 
soning seems especially forcible if a similar plan is considered in 
the case of a corporation and a partnership. Also, it was believed 
that in the free functioning of our type of economic system, taxes 
on a business will ultimately have a directly proportionate effect 
on the real wages of labor and salaried workers and that this 
aspect might as well be brought forcibly to the attention of the 
various groups. The present proposals to eliminate or reduce 
corporate taxes indicate an increasing general recognition of this 
principle. There has been a considerable tendency of late years 
to adopt executive bonuses based on profits before taxes on ac- 
count of a high corporate income and excess profits tax, but it is 
felt that in the long run the bonus after taxes will be found to be 
sounder. 


Division Between Groups 


At this point I want to point out the exact definition of the 
groups we have more or less loosely referred to as management 
and labor, for want of better terms. In this case, we have de- 
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fined management to include those individuals having general 
administrative functions for the whole organization, together with 
those in charge of particular departments or branches of the busi- 
ness who have considerable independence and responsibility and, 
consequently, are able to exert substantial influence as individuals 
on the profits of the business or of their particular division. Spe- 
cifically, it included the general executives of the organization and 
the general managers of branches, subsidiaries, or independent 
departments. When we speak of labor, we include all non-man- 
agement employees including clerical and office employees. In 
some cases, due to union contracts or negotiations, it might be 
necessary to treat union labor on a different basis, though it seems 
desirable that, if possible, all employees be included in the plan. 
In two of the cases used as a basis for this discussion, no unions 
were involved. 

After reviewing the number of people included in the manage- 
ment function, the number of people engaged in the labor or non- 


management group, the amount of capital employed in the busi- ~ 


ness, and the estimated contribution of each to the success of the 
enterprise, it was decided that the profits in excess of 6 per cent 
on the invested capital should be divided 1/3 to labor, 1/3 to man- 
agement, and 1/3 to capital to be left in surplus or distributed as 
dividends. This decision was undoubtedly considerably influenced 
by the psychological advantage of being able to represent that each 
function of the business received an exactly equal share in the 
profits being divided. 


Division of Profits Within Labor Group 


The simplest niethod found for determining the share of profits 
to be allocated to each member of the labor group was to compute 
the percentage of the basic pay for each individual for the entire 
year to the total compensation for the year of all of the em- 
ployees in the group who were still employed at the end of the 
year, and to divide the profits allocated to this group on the basis 
of the percentage arrived at in this manner. This procedure 
automatically takes into consideration the factor of length of service 
up to one year, since the employee who has only been employed 
one month will only receive one-twelfth as much as the employee 
earning the same base salary who has been employed for the whole 
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1eral year. It was~not deemed advisable to inject into this formula 
with any consideration of length of service over one year although, of 
Dusi- course, this could be done if desired. 
and, Another alternative which was considered was to prorate the 
luals labor group’s share of the profits by departments first and appor- 
Spe- tion the share allocated to the various departments among the 
and workers in that department only. This is particularly logical and 
dent feasible where the departments or branches are physically sepa- 
nan- rated, possibly even into different localities, and where the workers 
In are not interchangeable. Another possibility is a combination 
t be whereby each worker would get a larger share of the profits of his 
-ems own department and a smaller share in the profits of other depart- 
plan. ments. This principle is believed to be particularly applicable in 
‘ions the case of executives of subsidiaries or branches as discussed 
subsequently. 
age- ws ae 
anil Division Within Management Group 
usi- * * A determination of the proper division within the management 
the group in the cases of the type described herein presented an inter- 
cent esting problem, because the individuals comprising the general 
nan- management also substantially controlled the ownership of the 
d as business and, therefore, were responsible for developing the plan 
need controlling both their compensation and that of other members 
each of the group who were not substantial owners. They endeavored 
the to look at their own contribution to the success of the enterprise 
more or less objectively and compare it with that of the other 
members of the management group, keeping in mind the idiosyn- 
crasies of the individuals concerned and the probable psychological 
ofits effect of different proposed methods. 
pute The solution arrived at was as follows: The management share 
ntire of the profits available for distribution is divided first into amounts 
em- allocated to over-all general management and to the management 
the of each department. 
asis The general management will receive a percentage of the total 
dure management share of profits equal to the ratio of the profits of the 
vice enterprise as a whole to the sum of the total profit plus the total 
oyed of the individual departmental profits of all departments showing 
oyee a profit rather than a loss. If all departments show a profit this 
hole will, of course, be 50 per cent. If some departments show a loss, 
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the general management share in the profits being distributed is 
somewhat reduced. Then the amount thus allocated to the gen- 
eral management is to be distributed among the participants on 
the basis of their respective earnings during the past year, as 
previously explained in the division of the profits within the labor 
group. 

To each department would be allocated a portion equal to the 
percentage of the profits of the department to the total previously 
described. This amount would then be distributed among the 
managerial employees in that department on the basis of their 
salaries earned during the past year also. 

An alternative method which we believe has much to commend 
it is to allocate to each department an amount based on a certain 
percentage of that department’s profits plus a smaller percentage 
of the profits of the other departments. For example, if the busi- 
ness had five departments, its base might be computed as 80 per 
cent of the profits of the department itself plus 5 per cent of the 
profits of the four other departments, or 60 per cent of its own 
profits plus 10 per cent of the profits of the four other depart- 
ments. Where there is any shifting of employees or similar types 
of cooperation necessary between the departments, it is particularly 
desirable to give the department managers an interest in the profits 
of the other departments or in the over-all profits of the business. 


Periodic Announcement of Profit-Sharing Status 


It has been generally conceded that the best results are obtained 
where the bonuses are paid frequently, or at least where it is not 
necessary for the employees to wait until the end of the year to 
find out whether or not there is going to be a bonus and to receive 
information as to the probable amount thereof. This principle 
has been recognized in this case by adopting a policy of publishing 
or announcing monthly the comparative status this year and last 
year. After the first year’s bonus has been paid, this is readily 
accomplished by an announcement monthly that for the year to 
to date the profits available for profit-sharing distribution are a 
certain per cent ahead or behind the previous year. Of course, if 
there has been a substantial change in the number of employees 
or their compensation, so that such a computation might be mis- 
leading as to the amount of bonus a particular individual might 
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expect, this factor should be taken into consideration before 
making the announcement. For example, if the profits available 
for distribution were double those of the preceding year but the 
payroll was also double, it would be necessary to make a recom- 
putation of the approximate relation of the profit-sharing distribu- 
tion allocable to the particular group as of that date in percentage 
to total salaries as compared with the same date a year before. 
This might very possibly result in a different answer in the vari- 
ous groups and require separate notices to the management group. 

In this case, the plan was so set up that the employees partici- 
pate in the profit-sharing distribution only if they are still em- 
ployed at the end of the year. If the announced interim figures 
during the year show that a substantial bonus will be distributed 
at the end of the year, this factor may be a material aid in retaining 
employees and reducing labor turnover. 


Integration with Profu-Sharing or Stock Bonus Trusts 


In some cases, it is desirable to set up a profit-sharing trust and 
provide that a certain percentage, or all, of the profit-sharing dis- 
tribution should be paid into the trust and thus obtain the income 
tax and wage stabilization advantages of such trusts. It is entirely 
possible where no profit-sharing or bonus plan is now in effect, 
that it might not be possible to get the plan approved by the wage 
stabilization authorities for immediate payment, but that it might 
be approved for payment into a trust to provide retirement, death, 
or disability benefits. 

Also, if the company needs additional finances, the trusts might 
be arranged so that the profit-sharing contributions may be in- 
vested in the company’s own stock. This procedure is believed to 
have a decidedly beneficial psychological effect by giving the em- 
ployees an ownership interest in the business. 


Computation of Profit-Sharing After Taxes 


The computation of profit-sharing after taxes may sound for- 
midable since obviously the deductible compensation cannot be 
known until the tax is known and vice versa. Where there are a 
considerable number of variables introduced, an algebraic solution 
may be quite difficult, and the method of adjusted approximation, 
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sometimes called the trial and error method, will usually be simpler 
to apply. 


Conclusion 


In the preceding paragraphs I have attempted to give the funda- 
mentals of a profit-sharing plan which could, we believe, be 
adopted by a great many businesses without a great deal of pre- 
liminary investigation of individual tasks and without closing the 
door to any future refinements which might appear desirable. We 
believe that the fundamental concept of a prearranged equitable 
division of earnings above a fixed rate of return on the capital 
employed has a great deal of merit and, if adopted on a reasonable 
basis and properly explained, can have very beneficial effects on 
the relation between the company and its employees. There are 
innumerable variations of individual parts of the plan. I have 
endeavored herein to suggest one solution which would be feasible 
under suitable circumstances, with some alternatives, but it is, of 
course, impossible to cover all circumstances and all related mat- 
ters such as the wage stabilization aspects or the profit-sharing 
of pension trust aspects in a discussion such as this. There ap- 
pears to be a definite tendency in legislation to encourage arrange- 
ments of this general nature, and it may well be that a more 
general use of such plans as this would be of material benefit in 
helping to avoid controversies between capital and labor and in 
adapting our capitalistic system to the more advanced sociological 
ideas while preserving its essential advantages. 

















